THE STATUS OF MANAGEMENT STOCKHOLDERS FRANKLIN S. WOOD
Writing in the first volume of the Yale Law Journal in 1891, Professor Baldwin referred to the vacillating policy which often resulted from changing corporate managements as a "real evil," and the voting trust as the remedy to which there was then increasingly frequent resort. The "evil" is as real now as then, but resort is being had to another remedy, namely, the creation of a fairly small class of voting shares along with larger classes of non-voting shares. The utilization of this remedy, however, although authorized for many years by the corporation statutes of many states,' in certain prominent reorganizations, for the purpose of vesting voting control in certain classes of stock representing relatively small participations in the corporate assets, has recently aroused considerable comment and interest.
Such voting shares are often called management stock. The use of the word "management" is likely to be misleading, for the holders of such stock normally have nothing to do with the actual management of the corporation, but are vested solely with the right to elect all or some of the directors$2 So far as the provisions of the statutes themselves are concerned, the holders of management stock are in substantially the same position as the holders of stock of any other class in their relation to the corporation and the other stockholders, subject to such limitations as may be set out in the certificate of incorporation.
At least one writer, 3 however, maintains that their position is radically different, and that holders of management stock should be subjected to certain responsibilities of a fiduciary character toward the corporation and the other stockholders, viz.: (a) so to arrange the capital structure of the corporation that no class of stock shall appropriate to its benefit any of the capital contribution made by any other class of stock; (b) to act disinterestedly, and to refrain from acting in any situation in which the holders of management stock have an interest apart from that of the corporation; and (c) to bear liability jointly with the directors for corporate mismanagement unless they shall dissent from the acts complained of. These three propositions are apparently advanced less as statements of legal principles established by court decisions, or sanctioned by statute, than as suggested rules which it is felt the courts should adopt in order to guard against what are stated to be the dangers and possible abuses attendant upon the situatioi created by an issue of management stock.
This article is not concerned with the first of the above propositions; 4 but is limited to an inquiry into the soundness of the second and third propositions. There can be no doubt that courts of equity have jurisdiction to grant relief against abuses of the power that rests in the hands of management stockholders. But it is submitted that these rules, suggested as being necessary to solve the problem, go far beyond the necessities of the fact situation which is said to have arisen. Furthermore, they are unjustified under sound principles of law and equity.
Certainly these rules involve novel and extremely onerous responsibilities to be laid upon a stockholder. We start with the fact that the management stockholder is the holder of stock, 4 The first proposition seems to be based upon a misconception of the true fact situation. It is impossible for management stockholders as such "to arrange the capital structure of the corporation." Any liability for an improper arrangement of the capital structure must fall upon the parties setting up the structure, not upon a class of stock forming part of the structure so set up. This proposition is also considerably weakened by the fact that the leading decision relied upon in its support (Ilodgman v. Atlantic Refining Company, 300 Fed. 590 (D. Del. 1924)) has since been reversed. 13 F. (2d) 781 (C. C. A. 3d, 1926) . In that case the District Court had set aside as fraudulent the sale of no par stock to stockholders, in control of the management, for a price considerably less than that paid by others, at the same time, for the same class of stock. The Circuit Court of Appeals, however, reversed the lower court's decision on the ground that the transaction complained of did not involve actual fraud. If the Court of Appeals had felt that the relationship of the parties purchasing the stock of itself constituted a constructive fraud, it would logically have affirmed the decision of the lower court. duly authorized by, and issued under, express statutory sanction. Why should such stock be placed in a special category, and its holders subjected to disabilities more severe than those imposed on any other stockholder, and even more severe than those generally imposed on directors?
One of the reasons urged in answer to the above question is the relatively small interest of the management stockholder in the corporate assets. However, no basis for imposing these responsibilities upon management stock by reason of its relatively small interest in the corporate assets can be found in the statutes.5 As far as the statutes are concerned, the relative interests in corporate assets, as well as the relative voting rights, of the several classes of stock are left entirely as matters of contract among the parties organizing the corporation, to be provided for in the certificate of incorporation.
Management stock is usually held by representatives of investment bankers who have purchased bonds or other securities from the corporation and distributed them to the public, or by representatives of creditors who have aided the corporation in time of financial stress. Such holders have real interests in the welfare of the corporation, often greater than that of the few minority stockholders frequently in control. They are in fact usually the only possible representatives of the interests of security holders other than the stockholders in the management of the corporation. That such security holders have an interest in the management of the corporation, there can be no doubt, but it has been found impracticable to allow them to vote individually in corporate matters. Today, the average stockholder in the large corporation regards himself more as a security holder than as in any sense a responsible managing partner in the corporate enterprise, and the legal distinction between bondholders and stockholders is fast becoming a distinction unwarranted by the actual situation. This has been well brought out by Professor Isaacs 7 and is probably the "These peasants, of course, give no thought whatever to the goodness of the security, but rely entirely upon their bankers."
That this popular diffusion of corporate securities has now become prevalent in the United States, see the papers read before the Academy of Political Science at its meeting in New York, March 9, 192., maling this matter the special subject of consideration.
7 In the article of Isaacs, Business Secnrity and Legal SectrMy (1923) 37 HARv. L. REv. 201, 210, it is said: "In legal theory the bondholder lends money to an enterprise in which he is not a participant. Whatever interest in property or control is given him is mere security for a loan. He is to be contrasted as sharply as reason for the popular indifference to the presence or absence of voting rights of which Professor Ripley complains. 8 Another argument advanced in favor of the imposition of these responsibilities upon management stock is that new fact situations have arisen. But is the fact situation of management stock new? It will be admitted that control of corporations by a minority of the stock is no novelty, and that in the past it has been maintained by various devices, notably voting trusts. It will likewise be admitted that management stock is but a new device for the same purpose, but it is argued that it is, "on its face, subject to no limitation whatsoever." The effect of this argument would seem to be that the only difference between management stock and voting trusts is that "in the latter case the legislatures have seen fit to impose certain limitations against permanent divorce of voting rights, while in the case of management stock, the legislatures have not.
These arguments against management stock are apparently based on the feeling that the statutes in question are susceptible of abuse, and in general contravene public policy. It is felt that the law cannot be blind to the fact that investment bankers may utilize such statutes for the creation of relatively small classes of voting stock purposely to achieve control without making any substantial investment. Though the writer whose propositions are referred to above concedes the prevalence among such bankers of a fairly high standard of business and banking ethics, he thinks that "the law can hardly leave investors subject to the doubtful protection of private consciences."Y To all such arguments the same answer may be made that Justice Swaze possible with a stockholder. He is not an investor, not an owner. Ho is distinctly an outsider. At one time in the history of business such may have been the true situation of the bondholder, but it is not today. lie is distinctly an investor. The great investment bankers, when they take up the problem of financing an enterprise, decide between financing through bonds on the basis of a very technical study of the conditions before thorn, but after they have made their decision, they sell the stocks or bonds equally as investments to the public. The legal difference between stocks and bonds play only an indirect and perhaps a minor part in the decision. The investment banker's 'factor sheet' in such a problem would show more prominently questions pertaining to the salability of the issues to investors. * * * "In times of stress, the realities bireak through the legal fiction. The securities, whatever part of law their forms were taken from, are found to be in reality a mode of ownership-organization."
For similar comment see Spring, Upset Prices in Corporate Reorganization (1919) ' to similar arguments against the validity of voting trusts: " * .*" many of the arguments urged in favor of the view that voting trusts are contrary to public policy are arguments which would very properly be addressed to the legislature :-* * --: ."
The final deduction drawn by the above writer from certain cases cited is that, "Ultimately they may be analyzed to a feeling on the part of the Court that a group in control was acting unconscionably towards persons who had no effective voice in, and had not assented to, the corporate result." 11 With this there can be little quarrel. But proceeding then to the question whether the doctrine thus found "changes in any degree the time-honored rule that majorities may not confiscate the property of minorities in corporate matters," the writer there necessarily finds that it does. Confiscation, however, was never the extreme to which majority action would be allowed to go. The rule of conduct which the courts have enforced against majority stockholders has much more nearly proximated that truly timehonored rule of property, "sic utcrc tito ut zon alienu11-n lJadw; or, as stated by Morawetz: "9 * :* the majority derive their powers from an implied delegation of authority from the other shareholders, and are bound to use their powers in good faith for the benefit of the whole association." 12
How much greater, if greater at all, are the duties and disabilities of management stockholders than those placed on ordinary majority stockholders? That they are as great as those imposed on a single majority stockholder or on voting trustees may be conceded, but clearly they do not approach those of directors, much less the extremes suggested in the propositions here examined.
The often-stated disability of directors to deal with the corporation arises largely from their technical relation to and identity with the corporation, involving the technical rule of agency that an agent may not deal with himself. The principles applicable to dealings by a director with his corporation, as stated by MIachen,1 3 may be summarized as follows: (1) a director, acting as agent of the corporation, is under an absolute disability to represent the corporation in any transaction in which he himself has an interest, except with the consent of stockholders, and (2) in dealings between the corporation and a director not as an agent, but as an individual, the director must be able to prove the utmost good faith and fairness. When there are a sufficient number of other agents or directors adequately to represent the corporation, the majority rule is that the technical disability first referred to disappears and the question then becomes chiefly one of the fairness of the transaction between the agent and his principal.
14 As the corporation can act only through its officers and directors, directors should unquestionably be subjected to these technical rules. Holders of management stock, however, are clearly not within such rules, because they are not vested with the management of the corporation but only with the right to select all or. some of those in whom such management is vestednamely, the board of directors. To contend that management stockholders in their dealings with the corporation are subject to the same disabilities as directors is to ignore the fundamental differences between the positions of management stockholders and directors. The directors are the managing agents of the corporation. They are elected by the stockholders to act as agents for the corporation and, in performing the duties thus delegated to them by the stockholders, they are properly held to the responsibilities and disabilities incident to such agency.
Management stockholders, on the other hand, are in no sense agents of the corporation. They do not and cannot manage the affairs of the corporation. The statutes and charters which provide for management stock provide also that the sole power of management of the corporation shall be vested in the directors. 1 5 If management stockholders are the agents of any one, they are the agents of the other stockholders who have expressly or impliedly' delegated to them the right to elect all or part of the board of directors. Normally, the election of directors is the sole function of management stock and the stock has no voice in other corporate matters. It is logical and proper that management stockholders be held to a high degree of faithfulness in the exercise of their power to elect directors. No one can quarrel with a rule of law that requires management stock- holders to use their power fairly to elect directors who in their honest judgment are qualified properly to manage the affairs of the corporation, nor with a rule that prohibits management stockholders from exercising their power in their own interests, or from putting dummies, incapable of independent judgment and action, on the board.
But to go beyond this-to subject management stockholders to technical disabilities and responsibilities imposed upon directors as agents of the corporation, although management stockholders are not in fact such agents, and cannot be such without violating the one function, that of electing directors, imposed upon them-is an extension of the fiduciary doctrine beyond all limits justified by logic, reason or legal precedent. Of course, if a management stockholder oversteps the boundary of his proper function, rand becomes in fact a managing agent of the corporation, either directly or through dummies on the board who are controlled and dominated by him, he subjects himself to the disabilities and responsibilities of a director; but, in the absence of such a showing-and it should be borne in mind that whether or not directors are dunmmies or are controlled or dominated by management stockholders is always a question of fact, and that they are not such merely because they were elected by the management stockholders q---there is no justification for a rule which would apply to him the technical disability of a director and prohibit his dealing with the corporation.
In this connection a word may perhaps be inserted as to the likelihood of such control. The directors elected by the management stockholders will undoubtedly for the most part be individuals well known to, possibly business associates of, the latter -as a concession of considerable practical importance some of the directors so elected may even represent opposing factions or groups of the other stockholders-but a majority, if not all, of the directors of a corporation large enough to have warranted the creation of management stock will be men whom one would hesitate to label ipso facto the dummies of another, merely by reason of their election by that other. The result is that the indulgence of a presumption of control by the management stockholders without any proof of the fact would, in addition to being without legal or logical foundation, often prove ridiculous in its application.
Even if the management stockholder be regarded as the agent of the other stockholders for the purpose of electing directors, there is no rule of law which prevents him from dealing with persons other than stockholders. And, as long as the corporation is managed by a board of directors who, though elected by the management stockholders, are capable of independent judgment and action, the corporation is a third person. The courts will not disregard the fact that the corporation is a separate entity from its stockholders until in a particular case this well-established relationship is shown to be the means of fraud or unfair dealings. These considerations are no more to be thrown aside, and a reign of terror invoked by providing a technical rule of disability in the case of the management stockholder, than in the case of a voting trustee, or of a single majority stockholder, or of a few minority stockholders in control.
The present tendency of the courts is undoubtedly to relax the rule imposing a technical disability, even in its application to directors, and to hold the directors only to the test of good faith and fair dealing if the corporation is represented by a disinterested majority. 1 But no decision has been found, even in jurisdictions which impose upon directors an absolute disability to deal with the corporation, which imposes a similar disability upon a stockholder, though the stockholder be a majority stockholder, or in a position of dominance over the affairs of the corporation. The maximum responsibility which the courts have put upon stockholders in a position of dominance has been that of good faith and fairness in their dealings with the corporation, s a rule which disregards the fact of the corporate entity and treats such stockholders as fiduciaries to a limited extent, but which falls far short of prohibiting dealings between such stockholders and the corporation. BMachen approves of this requirement of fair dealing on the part of such stockholders, "whether or not it be sound in theory," 19 thus apparently recognizing the inherent difficulty of justifying any fiduciary relationship between a stockholder and his corporation.
The second of the suggested propositions mentioned at the outset would require the management stockholders "to ref-abij from acting in any situation In which thiy lvc an intercst apart from that of the corporation." This rule would, of course, bring the holders of management stock under the absolute disability which only a few jurisdictions impose upon directors, viz., that of an agent dealing with himself-a result which, as shown above, is wholly inapplicable to the fact situation of management stock, since management stockholders are not agents of the corporation. Further, tis rule goes far beyond the ordinary rule of a fiduciary's responsibilities in dealing with his cestui in matters outside of the scope of the agency or trust. Far from imposing such an absolute disability upon stockholders in a position of dominance, many courts have held that even directors may deal with the corporation,:" may, and often should, 
148, (1919):
"When a number of stockholders constitute themselves, or are by law constituted, the managers of corporate affairs or interests, they stand in much the same attitude towards the other or minority stockholders that the directors sustain, generally, towards all the stockholders, and the law requires of them the utmost good faith."
To similar effect see . 9th, 1910) . In this case the defendant, president and majority stockholder, bought a patented barrel-making machine and contracted with his corporation for the sale of its produce. The court held that as the contract was fair and entered into for the corporation by a disinterested majority it could not be avoidcd. The point was also made in the case that at the time of renewals of the contract the majority of the directors held but one share of stock each, having sold all the rest of their stock to McMillin. The court held that this did not make them dummies of his, however; that the management was still with them, although they were selected by him.
Mlo Aw=z, op. cit. supra note 12, § 52S; FLErcHim, op. cit. supra note 14, at 3525.
assist it in refinancing, 21 and that corporations controlled by the same stockholders may deal with each other except in the case where the presence of a majority of interested directors on the board of each corporation subjects them to the technical disability of an agent dealing with himself.
22
The dangers attendant upon separation of control from equitable ownership can be guarded against without creating any such severe rule of fiduciary relationship as that suggested. Equity will not permit the powers held by management stockholders to be used as instruments of fraud or unfair dealing. If, through identity of interests between management stockholders and directors, or through the actual domination or control of directors by management stockholders, the latter become in fact the managing agents of the corporation, then admittedly they may not deal with the corporation without subjecting themselves to, the same responsibilities and disabilities to which directors are subject. 23 These responsibilities and disabilities arise, however, not by reason of the fact that they are management stockholders, but because of the identity between the directors and the management stockholders in such case.
The mere fact that the directors are elected by the management stockholders does not, however, in itself make them dummies.
4
Nor does it make the management stockholders directors. In this respect, the holders of management stock cannot be logically distinguished from two or three individual majority stockholders, or from the small percentage of minority stockholders actually in control of every large corporation whose stock is widely distributed. Still less can the holders of such stock be distinguished from voting trustees. The disparity of actual interests in the corporate assets between the management stockholders and the other stockholders is certainly no greater than that between voting trustees and the holders of voting trust certificates. Yet the right of such majority stockholders, such minority stockholders, and such voting trustees, -5 to deal with the corporation seems not to have been seriously questioned.
The propriety and usefulness of voting trusts have become generally recognized. Since before the time of Professor Baldwin's article, referred to at the outset, the voting trust has been the orthodox means of insuring control over the management of a corporation, particularly in cases where the corporation has been in financial difficulties and the persons furnishing new money to it are justifiably insistent upon being assured that its affairs will be handled by men whom they know to be capable."G In the lists of voting trustees acting under the voting trusts of stocks of numerous railroads and other large corporations, there are often found representatives of the banldng houses who sponsored the sale of the securities of such corporations to the public, and who continue to handle the financing of such railroads or other corporations, while their representatives serve as voting trustees. 2 7 There has been no suggestion that voting trustees may not deal with the corporation, and indeed the application of any such doctrine to voting trusts would be seriously disturbing to the financial position of corporations whose stocks are today held ander such voting trusts.
Yet found than that of voting trustees. The duties of both are very' similar-"the practical tendency has been to confine the functions of the voting trustees to the choice of a board of directors, the receipt of dividends and the distribution of amounts so received, and the discretionary power of terminating the trust" "O -the chief distinction being that management stockholders are not troubled with the collection and distribution of dividends,, and that the duration of their stock is fixed in the charter. The principal complaints directed now against management stock are likewise very similar to those which were originally directed against voting trusts, viz., that individual stockholders are deprived of the benefit of the deliberation and judgment of their fellow stockholders in the annual election of directors, that control is centered in a small group without any real financial interest in the corporation, and usually with ulterior motives to serve, and finally, that the voting power is separated from the beneficial ownership of the stock and of the corporation.2 The result aimed at by both voting trusts and management stock is the same. Continuity and efficiency of management of the corporation are demanded by some group of individuals or interests, usually as security for money loaned, and are conceded. by the corporation and its stockholders.
With regard to voting trusts one writer has said: all " * * * necessarily it was found that there must be cases in which voting trusts should be allowed ' : * 2-* for example, where money is borrowed and a voting trust is created to continue until the loan is paid. No court has ever condemned such a voting trust and it is safe to suppose that such a trust will never be condemned. Economic necessity in such instance is too clear. Many a corporation in urgent need of funds has found itself where it could not borrow the money which it was compelled to have unless the voting power over its stock and the corresponding control over its affairs were placed in the hands of the lender or a person designated by the lender, to continue there so long as the loan was outstanding."
The contract made by stockholders in the certificate of incorporation providing for management stock under legislative sanction should not be of less dignity or less binding force than the contract among stockholders setting up a voting trust. It may, of course, be objected that the latter is limited in duration, either by practice or by statute, whereas management stock is by statute unlimited in duration. This objection, however, fails in cases where the life of the management stock is limited to a particular time, as is likely to be the case where the management stock is issued as part of a plan of reorganization to insure continuity and efficiency of management during the fife of the securities issued upon the reorganization.
The fact that large corporations with widely scattered stocks are usually controlled by a very small minority of stockholders, and the ease with which such minority control has been obtained, has been the subject of considerable comment2 1 This ver., ease of minority control, with its resultant dangers not only to the holders of bonds and notes of the corporation, but also to the other stockholders, is a strong inducement to those undertaking any considerable corporate financing to insure against the disastrous consequences of a selfish exercise of such minority control, by the issuance of management shares or otherwise. m 2 Especially is this true in the case of investment banking houses who recognize their obligation to the public purchasing the securities distributed by them. The following comment illustrates the bankers' position in this connection: 93 "The reviving of a helpless concern is usually, and naturally, entrusted to a banking firm or a group of bankers. They or their friends are expected in the end to market the securities of the reorganized company and they are entitled to take all proper steps both for protecting their customers and for insuring correct management of a company of which they are regarded as financial sponsors.* : : Their possible profits in controlling future underwritings are negligible as compared with the effect on their business of having incompletely managed a futile reorganization." "Not infrequently, persons who agree to advance money to a corporation expressly stipulate for a voice in the board of directorz, Eo that they may be able to supervise the faithful application of the money advanced and can watch for their own security."
Irving Bank Columbia Tr. Co. v. Stoddard, supra note 21.
--CUSHING, op. cit. supra note 25, at 27; see also supra note 6.
No one has ever questioned the right of majority stockholders, minority stockholders or voting trustees to purchase the securities of their respective corporations, both directly and from third parties, to resell such securities to the corporation at a fair profit, and generally to deal with the corporation, so long as there is not an identity of interests with, or actual domination of, the majority of the board of directors.
3 4 It is frequently stated that a director must not profit at the expense of his corporation, and that if he does, he may be made to account to the corporation for such profit. This general statement is not strictly true even in the case of a director,5 and a fortiori cannot be true in the case of a management stockholder. Professor Warren states: 36 "There is no rule that a director may never purchase from third persons the obligations of the corporation for his own account, but he must not compete with the corporation in the purchase of its obligations."
It is bnly when the individual director infringes the foregoing rule of not competing with the corporation that he may be compelled to account to his corporation upon a later sale to it. In accordance with the rules underlying fiduciary relationships as stated by Machen,3 7 where the person in a fiduciary relation sells to his cestui, in a transaction not within the limits of the agency or trust (or in the case of a director, where the corporation is adequately represented by other directors), he owes that cestui only the duty of fair dealing. 38 The price which the fiduciary may have paid for the property in question is immaterial, and in only the few cases where the director or the fiduciary in question may be said to have purchased the property on behalf FLETCHER, op. cit. supra note 14, § 2304: "If a director or other officer, purchases property, being at the time under no duty to purchase for the corporation, he may afterwards sell it to the corporation, if it is represented by other officers, without disclosing what he paid for it, and if there is no fraud, he will not be compelled to account for the profit he may make in the transaction."
MoRAwETz, op. cit. s9upra note 12, §.521; (1913) 13 COL. L. REv. 432.
of the corporation or cestui can the latter require the fiduciary to account to it for any profits2' This point is well brought out by Mr. Kenneth V. Riley: 41 "It is everywhere agreed that a director occupies a fiduciary relation to his corporation. But although the courts and writers speak of the director as a trustee for his corporation and for the body of stockholders, they are not in accord as to the extent of the trusteeship or of the duty this imposes upon him with respect to transactions where his individual interests may rival the interests of this corporation. It was contended in the recent Illinois case that the mere fact that an investment would be beneficial to the corporation, the corporation being in a position to take advantage of it, raises a duty in the director to offer it to his company before taking it for himself. Statements in textbooks and dicta of judges appear to support this contention, but the cases therein cited do not bear them out. For in each of the cases cited there was not only an investment which would have been to the interests of the corporation, but the corporation, by its nature or otherwise, had been actually committed to the investment, to the director's knowledge, so that he was under a specific duty to procure it for his corporation or at least to give it the first opportunity to make the investment."
The same distinction is made by the Massachusetts Court in the case of Parker v. Nickerson: 4 "But if he did not originally buy the coal for the purpose of selling it to the Company, and did not buy it at a time when it was his duty as treasurer to buy coal for the Company, it is difficult to see how he can be treated as the agent of the Company in making the original purchase. If the defendant rightfully bought the coal on his own account and then subsequently, as agent of the company, bought the coal from himself, the contract could undoubtedly be rescinded by the company if it could restore the coal, and if it could not, the company would not be bound to pay the price fixed by the defendant but only bound to pay what was a reasonable price at the time; but this is ,ery diffcrcnt from holding tlwh it is only bozn zd to pay what the dcfcadant paid for it some montzhs before."
The non-disclosure of the fiduciary's interest may give the corporation dealing with him the right to rescind, but such rescission having become impossible, the recovery to be had by the corporation is not all profits made by the fiduciary but only 39 FIETCHER, op. cit. supra note 14, at 3524.
the difference between the price paid by the corporation and the fair value at the time of the purchase by it. 4 The foregoing authorities show that, even if we admit an extraordinary duty, even that of a director upon the management stockholder, the only limitation which would be placed upon transactions between him and his corporation would be 42Supra note 34; Burland v. Earle, [1902] A. C. 83, 94, 98; In Re Cape Breton Co., 29 Ch. Div. 795, 805 (1885); see Zeckendorf v. Steinfield, 12 Ariz. 245, 261, 100 Pac. 784, 790 (1909) :
"The law is that one may not purchase and hold, as his owil, property which he is in duty bound to purchase and hold for another. "' * *
This rule applies to officers and directors of a corporation, as to other persons sustaining fiduciary relations to others. . Whether in any case an officer of a corporation is in duty bound to purchase property for the corporation or to refrain from purchasing property for himself, depends upon whether the corporation has an interest, actual or in expectancy, in the property or whether the purchase of the property by the officer or director may hinder and defeat the plans and purposes of the corporation in the carrying on or development of the legitimate business for which it was created * * *. We think the rule as thus stated is as broad as the authorities will sustain." App. 181, 197 (1894) .
From these cases it would seem that if at the time of the alleged trustee's purchase in question he was delegated to purchase on behalf of the corporation or the property was essential to its business, or the securities or claims purchased were past due, he then must account to it for any profits made to him from the resale to the corporation. Otherwise he can only be compelled to account to the corporation for the difference between the fair value at the time of re-sale and the price paid by the corporation.
MANAGEMENT STOCKHOLDERS
the duty of fair dealing. There is no support for the contention that he cannot deal with the corporation or that, if he does, he must account for all profits derived therefrom.
One of the most serious practical effects of an absolute disability on the part of the management stockholders to deal with the corporation would be to prevent investment bankers holding management stock, created in the interest of the investing public, from handling new financing of the corporation in ques- "Both followed crises in the company's history, resulting directly from a too rapid investment of capital in fixed asscts and indirectly from an unconservative business policy. At both times, the financial stability of the company was wrecked through its lack of working capital. The business was never an economic failure in the sense that it did not earn adequate interest and profits. On the contrary, the earnings were abnormally great and the dividend disbursements, in the periods immediately before, disproportionately high. The methods employed to secure relief were identical in the two cases also. * * * The positive expedients were the same; the merchandise creditors and bankers funded their debts into stock. * * * "It is only fair to those who successfully brought the Westinghouse Company through the crises of 1907 to outline briefly the result of their policy. When the receivers were discharged in the autumn of 1903, a new management assumed the control of the company, for the merchandise creditors and the bankers had been unwilling to make the sacrifice which the reorganization involved, unless they were assured that the errors in financial judgment and the recklessness in the declaration of dividends which had brought disaster to the Westinghouse Company were not to be repeated in the future. They took the management of the Company out of the hands of its former stockholders, undertook to administer it themselves on the basis of a greater conservatism. A new board of directors was chosen, consisting of 16 men who had been prominent during the receivership of the company. Its members were selected from among the bankers', the merchandise creditors' and the stockholders' committee-, and their representatives."
See also Kidd v. Traction Co., 74 N. H. 160, 66 Atl. 127 (1907), and Winsor v. Commonwealth Coal Co., 63 Wash. 62, 114 Pac. 908 (1911) , in both of which cases the persons loaning the moneys stipulated for control of the corporations. In the former case the bankers in agreeing to the financing required by the defendant corporation stipulated for the election by the corporation would be cut off from the very people who are best acquainted with its needs and resources, most interested in its welfare and most likely to accord it advantageous terms. 4 Before any reputable investment bankers will undertake any extensive financing of a corporation, the corporation is subjected to a careful examination from every angle.
r
Legalities are carefully investigated; titles are searched; and complete audits are made. Must the corporation, each time it issues securities, be required to seek new bankers and again bear the very considerable expense of new appraisals, new investigations, new audits? 46 It is obvious that the suggestion that management stockholders must refrain from acting in any cases where they are interested attaches to such stockholders disabilities far more onerous than those applicable to persons admittedly in a fiduciary relation to a corporation.
7
No such disability would attach to an individual majority or minority stockholder in control, or to voting trustees or even to an individual director. 6 them of three of the five directors on its board, and the actual contract was not executed or performed until sometime after these three members had assumed office. The appellate court stated in the first case: "The control (by the bankers) which the Court made use of in apply%-ing the doctrine of constructive fraud to the case, resulted from the contract; the contract did not arise from the control. "While it is true that the defendant, as a director of the corporation, was bound by all those rules of conscientious fairness which courts of equity have imposed as the guides for dealing in such cases, it cannot be maintained that any rule forbids one director among several from loaning money to the corporation when the money is needed, and the transaction is open, and otherwise free from blame. No adjudged case has gone so far as this. Such a doctrine, while it would afford little protection to the corporation against actual fraud or oppression, would deprive it of the aid of those most interested in giving aid judiciously, and best qualified to judge the necessity of that aid, and of the extent to which it may safely be given."
45 See Masslich, op. cit. supra note 6. To the same effect see Isaacs, op. cit. supra note 7, at 208. 4 M r. Masslich in his article, supra note 6, mentions the complaint on the part of small corporations of their inability to afford these expenses and consequently their inability to interest investment bankers. If the management stock can be shown to be actually in control, if the directors are actually dummies, certainly the transaction should be subject to the most searching scrutiny. Further than this, neither logic nor principles of equity would seem to require any such rule. As for the third suggested proposition-that the management stockholders should be held jointly liable with the directors for mismanagement-it is submitted that in accordance with the principles stated herein the management stockholders would of course be jointly liable for the mismanagement in any case in which it could be shown that they had been jointly responsible, 9 as in the case of other joint tortfeasors, but not otherwise. In the absence of a showing of conspiracy or election of incompetent directors by voting trustees or by individual majority or minority stockholders of the corporation, no one would consider charging them with such joint liability purely because of their selection of the directors. The control over directors exercised by management stockholders is no greater in theory or in practice than that exercised by these others with power to elect all or a majority of the board." Bankers as such, and as owners of management stock, should not be subject to a liability so much greater than that of others in analogous positions.
To summarize, the legality of the creation of management stock does not appear to be questioned. The creation of nonvoting stocks has long been expressly authorized. 5 Consequently the distinctions stated herein between the holders of such stock and directors must be conceded, and in the absence of a showing in each case of an actual situation destroying this distinction, it must stand. 5 2 As shown above, the fact situation underlying, and emphasized as distinguishing, management stock is not substantially different from the fact situation underlying voting trusts, and the adverse comments directed against management stock are strikingly similar to those once directed against votthis disability would not even attach to a majority of the directors. FLETCHER, op. cit. supra note 14, at 3610.
-Kavanaugh v. Kavanaugh Knitting Co., 5upra note 18. 50 MoRAwmz, op. cit. supra note 12, § 475: "If the charter of a corporation provides that particular agents shall exercise certain powers, or do certain acts, the majority have no right to interfere with such agents in the exercise of the powers entrusted to them; and it is immaterial that such agents were appointed by the majority, and that the majority have authority to appoint their succeszors. Under these circumstances, the majority can exercise merely an appointing power, and control the management of the company's business by the election of such officers as will carry out their duties."
And see supra notes 16, 20. 51 Supra note 1.
ing trusts. It is safe to say, therefore, that in the same way that the attitude toward voting trusts has gradually changed and their usefulness has become generally recognized, it is probable that as the true nature of management stock is more studied and appreciated, any initial hostility will wane. The general principles of equity will be found a sufficient safeguard, without the invocation of new rules of disability which, in their application, would be highly impracticable and unfair, as well as prejudicial to the best interests of the corporation and its stockholders.
